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EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS 
THE AUDITOR'S RESPONSIBILITY TO DETECT 
AND REPORT ERRORS AND IRREGULARITIES 
FEBRUARY 14, 1987 
Prepared by the AICPA Audit ing Standards Board 
For comment from persons interested in audit ing and reporting 
Comments should be received by July 15, 1987, and addressed to 
AICPA Audit ing Standards Division, File 2545 
1211 Avenue of the Americas, New York, N.Y. 10036-8775 
G00472 
SUMMARY 
Why Issued 
Some recent business failures have caused the public to question whether auditors— 
• Have assumed sufficient responsibility to detect and report possible irregularities. 
• Have been sufficiently effective in detecting material errors and irregularities. 
The Auditing Standards Board is issuing this proposed statement on auditing standards to better serve 
the public interest by— 
• Expanding the auditor's responsibility to detect and report irregularities and 
• Improving the auditor's ability to detect material errors and irregularities (a) by discussing client char-
acteristics that may increase the risk of material errors and irregularities and heighten professional 
skepticism concerning them and (b) by indicating how auditors might respond to those characteristics 
in planning and performing audit procedures and evaluating their results. 
What It Does 
This proposed Statement would supersede SAS No. 16, The Independent Auditor's Responsibility for 
the Detection of Errors or Irregularities, and requires auditors to— 
• Design their audits to detect material errors and irregularities. But the proposed Statement recog-
nizes that because of the characteristics of certain irregularities, an audit may not detect a material 
irregularity. 
• Make a preliminary assessment of the risk of material irregularities and of the likelihood of manage-
ment misrepresentation. 
• Exercise due care and professional skepticism to achieve reasonable assurance that material errors 
and irregularities will be detected. 
• Be assured that the audit committee, or others having equivalent authority and responsibility, is ade-
quately informed about irregularities. 
• Render an adverse opinion on the financial statements if they are materially affected by an irregularity 
and are not revised. 
• Disclaim an opinion on the financial statements and communicate their findings in writing to the 
board of directors when the scope of the audit has been restricted with respect to a possible irregularity. 
This proposed Statement also recognizes that the auditor may have a duty to disclose irregularities to 
parties outside the entity. 
How If Differs From Existing Standards 
This proposed Statement differs from SAS No. 16 in that it— 
• Requires that an audit be designed to detect material errors and irregularities that affect the financial 
statements. SAS No. 16 indicates that the audit should be planned to search for material errors and 
irregularities. 
• Addresses the detection of errors and irregularities in terms of audit risk. 
• Provides more extensive guidance on professional skepticism. 
• Requires the auditor to determine that the audit committee is informed about irregularities unless 
they are inconsequential. SAS No. 16 requires communication of possible material irregularities to— 
(1) A level of management at least one level above the employees involved, and 
(2) The board of directors or audit committee if the auditor's discussions with management indicate 
that possible irregularities may continue to exist. 
• Requires an adverse opinion if financial statements are materially affected by an irregularity and are 
not revised. 
This exposure draft has been sent to— 
• Practice offices of CPA firms. 
• Members of AICPA Council and technical committees. 
• State society and chapter presidents, directors, and 
committee chairmen. 
• Organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities. 
• Persons who have requested copies. 
February 14, 1987 
Accompanying this letter is an exposure draft of a proposed statement on auditing standards titled 
The Auditor's Responsibility to Detect and Report Errors and Irregularities. This Statement would super-
sede SAS No. 16, The Independent Auditor's Responsibility for the Detection of Errors or Irregularities. 
Some recent business failures have caused the public to question whether auditors have assumed suffi-
cient responsibility to detect and report errors and irregularities and whether auditors have been suffi-
ciently effective in detecting and reporting them. The Auditing Standards Board is issuing this proposed 
Statement to better serve the public interest by expanding the auditor's responsibility to detect and report 
errors and irregularities and by improving the auditor's ability to detect them. 
The Statement expands the auditor's responsibility to detect material errors and irregularities by requir-
ing the auditor to design an audit to detect them. Existing standards contain a more limited responsibility 
to plan an audit to search for material errors and irregularities. The proposed Statement also recognizes 
that because of the characteristics of certain irregularities, a properly designed audit may not detect a 
material irregularity. These characteristics are discussed in the Appendix and include materiality, level of 
involvement, concealment, control structure, and financial statement effect. 
The Statement expands the auditor's responsibility to report material irregularities by requiring the audi-
tor to ensure that the audit committee, or others having equivalent authority and responsibility, is ade-
quately informed of them. Existing standards contain a more limited responsibility to report material 
irregularities to a level of management at least one level above the employees involved and to the audit 
committee or board of directors only if the auditor's discussions with management indicate that possible 
irregularities may continue to exist. 
This Statement also recognizes that in some circumstances the auditor may have a responsibility to 
report irregularities to parties outside the entity. These circumstances include the following: disclosure to 
the SEC in the event of a change in auditors; disclosure to a successor auditor in accordance with SAS No. 
7, Communications Between Predecessor and Successor Auditors; disclosure to a court in response to a 
subpoena; and disclosure to specific agencies in accordance with governmental audit requirements. 
This Statement improves the auditor's ability to detect errors and irregularities by identifying and 
discussing client characteristics that may increase the risk of material errors and irregularities and that 
may heighten professional skepticism concerning them. The Statement also provides guidance to the 
auditor about how to respond to those characteristics in planning and performing audit procedures and in 
evaluating their results. 
This Statement also indicates that when the auditor concludes that the financial statements are materi-
ally affected by an irregularity, he should require that they be revised. If the statements are not revised, the 
auditor should express an adverse opinion on the statements taken as a whole. When the scope of the 
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audit is restricted with respect to a possible irregularity, the Statement requires the auditor to disclaim an 
opinion on the financial statements and communicate his findings to the board of directors. 
Comments or suggestions on any aspect of this exposure draft will be appreciated. The Auditing Standards 
Board's consideration of responses will be helped if the comments refer to specific paragraphs and include 
supporting reasons for each suggestion or comment. 
In developing guidance, the Auditing Standards Board considers the relationship between the cost 
imposed and the benefits reasonably expected to be derived from audits. It also considers differences that 
the auditor may encounter in the audit of the financial statements of small businesses and, when appro-
priate, makes special provisions to meet those needs. Thus, the board would particularly appreciate com-
ments on those matters. 
Written comments on the exposure draft will become part of the public record of the Auditing Standards 
Division and will be available for public inspection at the offices of the AICPA after August 17,1987, for 
one year. Responses should be sent to the AICPA Auditing Standards Division, Pile S545, in time to be 
received by July 15, 1987. For convenience in responding, a perforated response form is attached and a 
postpaid return envelope is provided with this exposure draft. 
Sincerely, 
Jerry D. Sullivan 
Chairman 
Auditing Standards Board 
Dan M. Guy 
Vice President, Auditing 
PROPOSED STATEMENT ON AUDITING STANDARDS 
THE AUDITOR'S RESPONSIBILITY 
TO DETECT AND REPORT 
ERRORS AND IRREGULARITIES 
(Supersedes Statement on Auditing Standards No. 16, 
The Independent Auditor's Responsibility for 
the Detection of Errors or Irregularities) 
1. This Statement establishes the 
independent auditor's responsibility 
for the detection of errors and irregu-
larities in an examination of financial 
statements in accordance with gener-
ally accepted auditing standards.1 It 
describes factors that influence the 
auditor's ability to detect errors and 
irregularities and explains how the 
exercise of due care should give 
appropriate consideration to the pos-
sibility of errors or irregularities. It 
also provides guidance on the audi-
tor's responsibility to communicate 
detected matters both within and 
outside the entity whose financial 
statements are under examination. 
DEFINITION OF ERRORS AND 
IRREGULARITIES 
2. The term "errors" refers to 
unintentional misstatements or omis-
sions in financial statements. Errors 
may involve— 
• Mistakes in gathering or process-
ing accounting data from which 
financial statements are prepared. 
• Incorrect accounting estimates 
arising from oversight or misinter-
pretation of facts. 
• Mistakes in the application of 
accounting principles relating to 
amount, classification, manner of 
presentation, or disclosure.2 
1
 Other editorial changes will be made to 
Statements on Auditing Standards (SASs) 
and SAS Interpretations (AICPA, Profes-
sional Standards, vol. 1) as appropriate to 
incorporate the wording of this pronounce-
ment. 
2
 Errors do not include the effect of accounting 
processes employed for convenience, such as 
maintaining accounting records on the cash 
basis or tax basis and periodically adjusting 
those records to prepare financial statements 
in conformity with generally accepted 
accounting principles. 
3. The term "irregulari t ies" 
refers to intentional misstatements or 
omissions in financial statements.3 
Irregularities include fraudulent 
financial reporting undertaken to 
render misleading financial state-
ments, sometimes called manage-
ment fraud, and misappropriation of 
assets, sometimes called employee 
fraud or defalcations. Fraud in this 
context is used as in common usage 
rather than in its strict legal sense. 
Irregularities may involve acts such 
as the following: 
• Manipulation, falsification, or 
alteration of accounting records or 
supporting documents from which 
financial statements are prepared 
• Misrepresentation or intentional 
omission of events, transactions, or 
other significant information 
• Intent ional misapplication of 
accounting principles relating to 
amounts, classification, manner of 
presentation, or disclosure 
4. The primary factor that distin-
guishes errors from irregularities is 
whether the underlying cause of a 
misstatement in financial statements 
is intentional or unintentional. 
Intent, however, is often difficult to 
determine, particularly in matters 
involving accounting estimates or the 
application of accounting principles. 
For example, an unreasonable 
accounting estimate may result from 
unintentional bias or may be an 
intentional attempt to misstate the 
financial statements. 
THE AUDITOR'S RESPONSIBILITY 
TO DETECT ERRORS AND 
IRREGULARITIES 
5. An examination conducted in 
accordance with generally accepted 
3
 For purposes of this Statement, reference to 
material misstatements, whether caused by 
errors or irregularities, in subsequent para-
graphs also includes a material omission. 
aud i t ing s t anda rds should be 
designed to detect material misstate-
ments that affect the financial state-
ments . As par t of such an ex-
amination, the auditor assesses the 
risk that errors or irregularities have 
caused the financial statements to 
contain a material misstatement. 
Based on that assessment, which 
requires the auditor to understand 
the characteristics of errors and irreg-
ularities that are discussed in the 
Appendix and the complex interac-
tion of those characteristics, the audi-
tor designs and performs appropriate 
audit procedures and evaluates their 
results. 
6. Because of the characteristics 
of certain irregularities, particularly 
those involving forgery and collu-
sion, a properly designed and exe-
cuted examination may not detect a 
material irregularity. For example, 
generally accepted auditing stand-
ards do not require that an auditor 
authenticate documents, nor is the 
auditor trained to do so. Also, audit 
procedures that are effective for 
detecting a misstatement that is 
unintentional may be ineffective for a 
misstatement that is intentional and 
is concealed through collusion 
between client personnel and third 
parties or among management or 
employees of the client. 
7. The auditor should exercise 
due care in planning, performing, 
and evaluating the results of audit 
procedures, and the proper degree of 
professional skepticism to achieve 
reasonable assurance that material 
errors or i rregulari t ies will be 
detected. Since the auditor's opinion 
on the financial statements is based 
on the concept of reasonable assur-
ance, the auditor is not an insurer and 
his report does not constitute a guar-
antee. Therefore, the subsequent 
discovery that a material misstate-
ment exists in the financial statement 
does not, in and of itself, evidence 
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inadequate planning, performance, 
or judgment on the part of the 
auditor. 
Consideration of the Possibility 
of Material Misstatements in 
Audit Planning 
8. In developing an audit plan, 
the auditor should specifically con-
sider factors that influence audit risk 
that relates to several or all account 
balances and obtain an understand-
ing of the control environment. 
These matters often have effects per-
vasive to the financial statements 
taken as a whole and also influence 
the auditor's consideration of risk at 
the account balance or class-of-trans-
actions level. 
9. Considering Audit Risk at the 
Financial Statement Level. A pre-
liminary assessment of the risk of 
material irregularities should be 
made.4 Factors such as those listed 
below may be considered. The audi-
tor's understanding of the control 
environment may either heighten or 
mitigate the auditor's concern about 
the risk of material irregularities. The 
auditor should consider these factors 
in combination to make an overall 
judgment; the presence of some fac-
tors in isolation would not necessarily 
indicate increased risk. 
• Management Characteristics 
— Management operating and 
financial decisions are domi-
nated by a single person. 
— Management's attitude toward 
financial reporting is unduly 
aggressive. 
— Management (particularly 
senior accounting personnel) 
turnover is high. 
— Management places undue 
emphasis on meeting earnings 
projections. 
— Management's reputation in 
the business community is 
poor. 
• Operating and Industry Charac-
teristics 
— Profitability of entity relative to 
its industry is inadequate or 
inconsistent. 
— Sensitivity of operating results 
to economic factors (inflation, 
interest rates, unemployment, 
etc.) is high. 
— Rate of change in entity's indus-
try is rapid. 
— Direction of change in entity's 
industry is declining with many 
business failures. 
— Organization is decentralized 
without adequate monitoring. 
— Solvency problems or other 
internal or external matters 
that bring into question the 
entity's ability to continue in 
existence are present. (See SAS 
No. 34, The Auditor's Consid-
erations When a Question 
Arises About an Entity's Con-
tinued Existence [AICPA, Pro-
fessional Standards, vol. 1, AU 
sec. 340].) 
• Engagement Characteristics 
— Many contentious or difficult 
accounting issues are present. 
— Frequent and significant diffi-
cult-to-audit transactions or 
balances exist. 
— Nature, cause (if known), or the 
amount of known and likely 
misstatements detected in the 
examination of prior period's 
financial statements is signifi-
cant. 
— New client with no prior audit 
history or sufficient informa-
tion is not available from the 
predecessor auditor. 
10. The size, complexity and 
ownership characteristics of the 
entity have a significant influence on 
the risk factors considered to be 
important. For example, for a large 
public company the auditor would 
ordinarily give more consideration to 
factors such as the effectiveness of the 
board of directors and audit commit-
tee in constraining improper conduct 
by senior management, the measures 
taken to enforce a formal code of con-
duct, and the effectiveness of the 
budgeting or responsibility reporting 
system. For a small, non-public com-
pany some of these matters might be 
considered inapplicable or unimpor-
tant, particularly if the auditor's past 
experience has been that effective 
owner-manager involvement creates 
an environment of good control 
consciousness. 
11. The auditor should specifi-
cally assess the likelihood of manage-
ment misrepresentation by review-
ing information obtained about risk 
factors and the control environment. 
Matters such as the following may be 
considered: 
• Are there known circumstances 
that may indicate a management 
predisposition to distort financial 
statements, such as frequent dis-
putes about aggressive application 
of accounting principles that in-
crease earnings, evasive responses 
to audit inquiries, or excessive 
emphasis on meeting quantified 
targets that must be achieved to 
receive a substantial portion of 
management compensation? 
• Are there indications that manage-
ment has failed to establish policies 
and procedures that provide rea-
sonable assurance of reliable 
accounting estimates, such as per-
sonnel who develop estimates 
appearing to lack necessary knowl-
edge and experience, supervisors 
of these personnel appearing care-
less or inexperienced, or there is a 
history of unreliable or unreasona-
ble estimates? 
• Are there conditions that indicate 
lack of control of activities, such as 
constant crisis conditions in oper-
ating or accounting areas, disor-
ganized work areas, or frequent or 
excessive back orders, shortages, 
or delays? 
• Are there indications of a lack of 
control over computer processing, 
such as a lack of controls over 
access to applications that initiate 
or control the movement of assets 
(for example, a demand deposit 
application in a bank), high levels 
of processing errors, or unusual 
delays in providing processing 
results and reports? 
• Are there indications that manage-
ment has not developed or commu-
nicated adequate policies and proce-
dures for security of data or assets, 
such as employees in key positions 
not being investigated before 
hiring or who are not bonded or 
4
 Some of these factors may also affect the risk 
of material error. 
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unauthorized personnel who have 
ready access to data or assets? 
12. The auditor should consider 
the effect of the matters described in 
paragraphs 9 to 11 on the overall 
audit strategy and the expected con-
duct and scope of the examination 
and communicate his conclusions to 
o the r pe r sonne l involved in t h e 
audit. 
13. Responding to Risk at the 
Financial Statement Level. The 
auditor's overall judgment about the 
level of risk in an engagement may 
affect engagement staffing, extent of 
superv is ion , overal l s t ra tegy for 
expected conduct and scope of exam-
ination, and degree of professional 
skepticism applied. Thus, the audi-
tor's assessment of risk may affect 
audit planning in one or more of the 
following ways. The experience and 
training of personnel assigned signifi-
cant engagemen t responsibi l i t ies 
should be commensurate with the 
level of risk for the engagement . 
Ordinarily, higher risk requires more 
experienced personnel. Higher risk 
may also requ i re more extensive 
supervision by the auditor with final 
responsibility for the engagement 
during both the planning and the 
conduct of the engagement. Higher 
risk may cause the auditor to expand 
the extent of procedures applied, 
apply procedures closer to or as of the 
balance sheet date, particularly in 
critical audit areas, or modify the 
nature of procedures to obtain more 
persuasive evidence. Higher risk will 
also ordinarily cause the auditor to 
exercise a heightened degree of pro-
fessional skepticism in conducting 
the examination (see paragraphs 15 to 
20). 
14. Considering Audit Risk at 
the Balance or Class Level. At the 
account balance or class-of-transac-
t ions level , t he audi tor assesses 
inhe ren t risk and control risk to 
develop an audit program to achieve 
audit objectives relevant to the bal-
ance or class. The following matters 
are examples of factors that may influ-
ence the auditor's judgment about 
risk at the balance or class level. 
• Effect of risk factors identified at 
the financial statement or engage-
m e n t l eve l on t h e p a r t i c u l a r 
account balance or t ransact ion 
class 
• Complexity and contentiousness of 
accounting issues affecting balance 
or class 
• Frequency or significance of diffi-
cult to audit transactions affecting 
balance or class 
• N a t u r e , cause , and amoun t of 
known and likely misstatements 
detected in the balance or class in 
the prior examination 
• Susceptibility of related assets to 
misappropriation 
• Compe tence and experience of 
personnel assigned to processing 
data that affects the balance or class 
• Extent of judgment involved in 
determining the total balance or 
class 
• Size and vo lume of individual 
items comprising the balance or 
class 
• Complexity of calculations affect-
ing the balance or class 
Professional Skepticism 
and Management 
Misrepresentations 
15. An examination of financial 
statements in accordance with gener-
ally accep ted audi t ing s tandards 
should be planned and performed 
with an attitude of professional skep-
ticism. The auditor neither assumes 
that management is dishonest nor 
a s s u m e s u n q u e s t i o n e d hones ty . 
Rather, the auditor recognizes that 
conditions observed and evidential 
matter obtained need to be objec-
tively evaluated to conclude whether 
the financial statements are free of 
material misstatement. 
16. M a n a g e m e n t i n t eg r i t y is 
important because management can 
direct subordinates to record transac-
tions or conceal information in a 
manner that can materially misstate 
financial s t a t e m e n t s . W h e n ap -
proaching difficult-to-substantiate 
assertions, the auditor should recog-
nize the increased importance of con-
sideration of factors that bear on 
management integrity. If all audits 
were conducted on the presumption 
of management dishonesty, however, 
the presumption would be contrary 
to the accumulated experience of 
auditors. Moreover, if dishonesty 
were presumed, the auditor would 
need to question the genuineness of 
all records and documents obtained 
from the client and would require 
conclusive rather than persuasive 
evidence to corroborate all manage-
ment representations. An audit con-
duc ted on these te rms would be 
unreasonably costly and impractical. 
17. Professional Skepticism in 
Audit Planning. W h e n e v e r the 
auditor has reached a conclusion that 
there is significant risk of material 
misstatement of the financial state-
ments, the auditor reacts in one or 
more ways. For example, the auditor 
may change the nature, timing or 
extent of procedures, assign more 
experienced staff, or require addi-
tional levels of supervision. The audi-
tor may identify specific transactions 
involving senior management and 
confirm the details with rel iable 
external parties and review in detail 
all material accounting entries pre-
pared or approved by senior manage-
ment. 
18. The auditor should consider 
whether accounting policies are gen-
erally accepted and appropriate in 
the circumstances. However, when 
the auditor has reached a conclusion 
that there is significant risk of inten-
tional distortion of financial state-
ments, the auditor should recognize 
that management ' s selection and 
application of significant accounting 
policies, particularly those related to 
revenue recognition, asset realiza-
t i o n , a n d c a p i t a l i z a t i o n v e r s u s 
e x p e n s i n g m a y b e m i s u s e d . 
Increased risk of intentional distor-
t ion of the financial s t a t e m e n t s 
should cause greater concern with 
whether accounting principles that 
are generally accepted are being 
used in inappropriate circumstances 
to create a distortion of earnings. For 
example, management might use the 
percentage-of-completion method in 
circumstances that do not justify its 
use to misstate operating results. 
19. Large and unusual transac-
tions, particularly at year-end, will 
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normally be selected for testing, and 
the auditor will insist on evidence 
suf f ic ien t to d e m o n s t r a t e t h a t 
deferred costs are recoverable and 
that revenue has in fact been real-
ized. When evaluation at the entity 
level indicates significant risk, the 
auditor requires either more or dif-
ferent evidence to support material 
transactions than would be the case 
in the absence of such risk. For exam-
ple, the auditor may perform addi-
tional procedures to determine that 
sales are properly recorded, giving 
consideration to the possibility that 
the buyer has a right to return the 
product. 
20. Professional Skepticism in 
Performance of the Audit. In per-
forming procedures and gathering 
evidential matter, the auditor contin-
ually maintains an attitude of profes-
sional skepticism. The performance 
of auditing procedures during the 
examination may detect conditions or 
circumstances that should cause the 
auditor to consider whether material 
irregularities exist. If a condition or 
circumstance differs adversely from 
the auditors expectation, the auditor 
needs to consider the reason for such 
differences. Examples of such condi-
tions or circumstances follow: 
• Analytical procedures disclose sig-
nificant fluctuations that cannot be 
reasonably explained. 
• Differences be tween reconcilia-
tions of a control account and sub-
sidiary records or between an asset 
a ccoun t and a g e n e r a l l e d g e r 
accoun t a re not a p p r o p r i a t e l y 
investigated and corrected on a 
timely basis. 
• Confirmation requests disclose sig-
nificant differences or yield fewer 
responses than expected. 
• Transactions selected for testing 
are not supported by proper docu-
mentat ion or not appropriately 
authorized. 
• Supporting records or files that 
should be readily available are not 
p r o m p t l y p r o d u c e d w h e n r e -
quested. 
• Errors are detected in audit tests 
that apparently were known to cli-
ent personnel, but were not volun-
tarily disclosed to the auditor. 
When such conditions or circum-
stances exist, the planned scope of 
audit procedures should be reconsid-
ered. As the number of differences 
from expectations or the ability to 
resolve them increases, the auditor 
should consider whether the assess-
ment of the risk of material misstate-
m e n t of the financial s t a tements 
made at the planning stage is still 
appropriate. Also, the auditor should 
consider whether the conditions or 
circumstances indicate the likelihood 
of material irregularities and whether 
an increase in customary procedures 
will be adequa t e in t h e c i rcum-
stances. 
Evaluation of Audit Test Results 
21. The auditor should evaluate 
t h e s ign i f i cance of d i f f e r e n c e s 
between the accounting records and 
the under ly ing facts and circum-
stances established by the applica-
tion of audi t ing p rocedures . The 
auditor should consider both the 
quantitative and qualitative aspects 
of these matters and whether they 
are indicative of an error or an irregu-
larity. Often a particular matter con-
s i d e r e d in i s o l a t i o n c a n n o t b e 
identified as an error or irregular-
ity—nevertheless, this evaluation is 
important. Because irregularities are 
intentional, they have implications 
beyond their direct monetary effect 
and the auditor needs to consider the 
implications for other aspects of the 
examination. If the auditor suspects 
that an audit difference is caused by 
an irregularity, he should consider 
the likely identity of the perpetrator, 
the method and pattern of conceal-
men t , t he account ba lances and 
transaction classes affected, and, in 
l i g h t of t h e s e c o n s i d e r a t i o n s , 
w h e t h e r the financial s ta tements 
could be materially affected. 
22. The auditor's first concern is 
to reach a conclusion on whether the 
financial s t a t e m e n t s , t aken as a 
whole, are materially misstated. The 
auditor should accumulate all audit 
differences during the examination 
and summarize and evaluate the 
combined effect at the conclusion of 
the examination. In this regard, the 
auditor may designate an amount as 
clearly negligible, below which audit 
differences need not be accumu-
lated. 
23. If the auditor has determined 
that an audit difference is, or may be, 
an irregularity, but has also deter-
mined that the effect on the financial 
statements could not be material, the 
auditor should— 
a. Refer the matter to an appropriate 
level of management that is at 
l e a s t o n e l eve l a b o v e t h o s e 
involved. 
b. Be satisfied that, in view of the 
organizat ional posi t ion of the 
likely perpetrator, the irregular-
ity has no implications for other 
aspects of the examination or that 
those implications have been ade-
quately considered. 
For example, irregularities involving 
misappropriation of cash from a small 
imprest fund would normally be of 
little significance because both the 
manner of operating the fund and its 
size would tend to establish a limit on 
the amount of loss and the custodian-
ship of such a fund is normal ly 
entrusted to a relatively low-level 
employee. 
24. If the auditor has determined 
that an audit difference is, or may be, 
an irregularity and has either deter-
mined that the effect could be mate-
rial or has been unable to evaluate 
potent ia l materiality, the audi tor 
should— 
a. Cons ider t h e implicat ions for 
other aspects of the examination. 
b. D i s c u s s t h e m a t t e r a n d t h e 
approach to further investigation 
with an appropriate level of man-
agement that is at least one level 
above those involved. 
c. Attempt to obtain sufficient com-
petent evidential matter to deter-
mine whe the r in fact material 
irregularities exist and, if so, their 
effect. 
d. If appropriate, suggest that the 
client consult with legal counsel 
on matters concerning questions 
of law. 
If practicable, the auditor should 
extend his auditing procedures in an 
effort to obtain evidential matter to 
resolve any doubt about the exist-
ence of an irregularity. 
THE EFFECT OF IRREGULARITIES 
ON THE AUDIT REPORT 
25. If the auditor has concluded 
that the financial s ta tements are 
materially affected by an irregularity, 
the auditor should insist that the 
financial statements be revised and, 
if they are not, express an adverse 
opinion on the financial statements 
taken as a whole disclosing all sub-
stantive reasons for his opinion. 
26. If the auditor is precluded 
from applying necessary procedures, 
or if after the application of extended 
p r o c e d u r e s , the audi tor remains 
uncertain about whe ther possible 
irregularities may materially affect 
the financial statements, the auditor 
should— 
a. Disclaim an opinion on the finan-
cial statements. 
b. Indicate his findings in writing to 
the board of directors. 
c. Withdraw from the engagement 
in appropriate circumstances. 
Whether the auditor concludes that 
withdrawal from the engagement is 
appropriate depends on the diligence 
and cooperation of senior manage-
ment and the board of directors in 
investigating the circumstances and 
taking appropriate remedial action. 
For example, if the auditor is pre-
cluded from obtaining reasonably 
available evidential matter, with-
drawal ordinarily would be appropri-
ate. Also, if a known perpetrator of an 
irregularity is retained in a position 
with a significant role in the control 
structure, withdrawal would ordinar-
i ly b e a p p r o p r i a t e . H o w e v e r , 
because of the variety of circum-
stances that may arise, it is not possi-
b l e to d e s c r i b e al l t h o s e c i r -
cumstances when withdrawal would 
be appropriate. 
COMMUNICATIONS 
CONCERNING ERRORS OR 
IRREGULARITIES 
27. The auditor's responsibility 
to communicate audit adjustments 
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within the ent i ty whose financial 
statements are under examination is 
de sc r ibed in the p roposed SAS, 
Communications With Audit Com-
mittees or Others With Equivalent 
Authority and Responsibility. The 
auditor should assure himself that the 
a u d i t c o m m i t t e e is a d e q u a t e l y 
informed with respect to proposed 
adjustments arising from the audit, 
whether or not the adjustment is 
recorded by the entity. For this pur-
pose, an audit adjustment is defined 
as a proposed correction of the finan-
cial statements detected as a result of 
applying audit procedures, that, in 
the auditor's judgment, may not have 
been detected otherwise. 
28. In order for the audit com-
mittee to make the informed judg-
m e n t s n e c e s s a r y to ful f i l l i t s 
responsibility for the oversight of 
financial r e p o r t i n g , t h e a u d i t o r 
should assure himself that the audit 
committee is adequately informed 
with respect to any irregularities of 
which the auditor becomes aware 
during the examination unless those 
irregulari t ies are clearly inconse-
quential. For example, a minor defal-
cation by an employee at a low level 
in the organization might be consid-
ered inconsequential. However, any 
irregularities involving senior man-
a g e m e n t of w h i c h t h e a u d i t o r 
becomes aware should be reported 
directly to the audit committee. 
29. Because of the importance of 
knowledge of irregularities to the 
audit committee's function, the audit 
c o m m i t t e e s h o u l d b e i n f o r m e d 
whe the r or not the irregulari t ies 
wou ld have o the rwi se b e e n de -
tected. Irregularities that are indi-
vidually immaterial may be reported 
to the audit committee on an aggre-
gate basis, and the auditor may reach 
an understanding with the audit com-
mittee on the nature and amount of 
reportable irregularities. 
30. Disclosure of irregularities to 
parties other than the client's senior 
management and its audit committee 
is not ordinarily part of the auditor's 
responsibility, and would be pre -
c l u d e d by t h e a u d i t o r ' s e th i ca l 
respons ib i l i ty unless t h e ma t t e r 
affects his opinion on the financial 
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statements. The auditor should rec-
ognize, however, that in the follow-
ing circumstances a duty to notify 
parties outside the client may exist: 
a. Disclosure to the SEC when the 
auditor has withdrawn or been 
dismissed and an auditor change 
is reported on form 8-K 
b. Disclosure to a successor auditor 
when the successor makes inqui-
ries in accordance with SAS No. 
7, Communications Between 
Predecessor and Successor Audi-
tors (AICPA, Professional Stand-
ards, vol. 1, AU sec. 315) 
c. Disclosure to a court in response 
to a subpoena 
d. Disclosure to a funding agency or 
other specified agency in accor-
dance with governmental audit 
requirements 
Responsibilities in Other 
Circumstances 
31. This Statement describes the 
auditor's responsibilities to detect 
and report errors and irregularities in 
an examination of a complete set of 
financial statements made in accor-
dance with generally accepted audit-
ing standards. In other engagements, 
the auditor's responsibilities may be 
more extensive or more restricted 
d e p e n d i n g on t h e t e r m s of t h e 
engagement. 
32. The auditor may accept an 
engagement that necessitates a more 
extensive responsibility to detect or 
report irregularities. In an examina-
tion in which governmental stand-
ards for audits of federally assisted 
programs apply, for example, the 
auditor should be aware that such 
s t a n d a r d s go b e y o n d g e n e r a l l y 
accepted auditing standards as they 
relate to notification when the exami-
nation indicates that irregularities or 
illegal acts may exist. Governmental 
requirements for audits of federally 
assisted programs may call for the 
auditor not only to promptly report 
instances of i r regular i t ies to the 
audited entity's management , but 
also to report the matter to the fund-
ing agency or other specified agency. 
33. When an examination does 
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not encompass a complete set of 
financial statements or a complete 
individual financial statement, or 
when the scope is less extensive than 
an examination in accordance with 
generally accepted auditing stand-
ards, the auditor's ability to detect 
material irregularities may be consid-
erably reduced. For example, in an 
engagement to report on specified 
elements, accounts, or items of finan-
cial statements, the auditor's proce-
dures focus on the specific element, 
account, or item and the special pur-
pose of the engagement. In these cir-
cumstances, the auditor's assessment 
of risk at the financial statement level 
and in other aspects of the examina-
tion that relate to the entity and its 
financial statements taken as a whole 
is necessarily more restricted. 
APPENDIX 
CHARACTERISTICS OF ERRORS AND IRREGULARITIES 
1. Characteristics of errors and 
irregularit ies that are relevant 
because of their potential influence 
on the auditor's ability to detect such 
matters are materiality of the effect 
on financial statements, level of man-
agement or employees involved, 
extent and skillfulness of any conceal-
ment, relationship to established 
specific control procedures, and the 
specific financial statements affected. 
MATERIALITY 
2. SAS No. 47, Audit Risk and 
Materiality in Conducting an Audit, 
paragraph 4, states that "financial 
statements are materially misstated 
when they contain errors or irregu-
larities whose effect, individually or 
in the aggregate, is important enough 
to cause them not to be presented 
fairly in conformity with generally 
accepted accounting principles." SAS 
No. 47, paragraph 13, also states the 
following: "The auditor generally 
plans the audit primarily to detect 
errors that he believes could be large 
enough, individually or in the aggre-
gate, to be quantitatively material to 
the financial statements." As used in 
SAS No. 47, the term "errors" refers 
to both errors and irregularities. 
3. In planning the audit, the 
auditor is concerned with matters 
that could be material to the financial 
statements. An examination in accor-
dance with generally accepted audit-
ing standards may detect errors or 
irregularities that are not material to 
the financial statements, but such an 
examination can provide no assur-
ance of detecting immaterial errors 
or irregularities. In this regard, there 
is no important distinction between 
errors and irregularities. There is a 
distinction, however, in the auditor's 
response to detected matters. Gen-
erally, an isolated, immaterial error 
in processing accounting data or 
applying accounting principles is not 
significant to the audit. In contrast, 
detection of an irregularity requires 
consideration of the implications for 
the integrity of management or 
employees and the possible effect on 
other aspects of the examination. 
LEVEL OF INVOLVEMENT 
4. An irregularity may be caused 
by an employee or by management 
and, if by management, by a rela-
tively high or low level of manage-
ment. The experience of auditors 
indicates that the level of involve-
ment often combines with other 
characteristics in ways that have a 
predictable influence on ability to 
detect. 
5. Defalcations by employees are 
often immaterial in amount and con-
cealed in a manner that does not mis-
state net assets or net income. This 
type of irregularity can be more effi-
ciently and effectively dealt with by a 
sound control structure and fidelity 
bonding of employees. 
6. Material irregularities perpe-
trated by senior levels of manage-
ment, including an owner--manager 
of a small business, are infrequent, 
but when they do occur they often 
engender widespread attention. 
These irregularities may not be sus-
ceptible to prevention or detection 
by specific control procedures 
because senior management is above 
the controls that deter employees or 
may override these controls with rel-
ative ease. Culture, custom, and the 
corporate governance system inhibit 
irregularities by senior management, 
but are not infallible deterrents. For 
this reason, an examination in accor-
dance with generally accepted audit-
ing standards necessarily gives due 
consideration to factors that bear on 
management integrity and the con-
trol environment. 
CONCEALMENT 
7. Concealment is any attempt 
by the perpetrator of an irregularity 
to reduce the likelihood of detection. 
Concea lment usually involves 
manipulation of accounting records 
or supporting documents to disguise 
the fact that the accounting records 
are not in agreement with the under-
lying facts and circumstances. How-
ever, concealment can be skillful and 
elaborate or clumsy and limited. The 
auditor's ability to detect a concealed 
irregularity depends on the skillful-
ness of the perpetrator, the fre-
quency and extent of manipulation, 
and the relative size of individual 
amounts manipulated. 
8. Forgery may be used to create 
false signatures, other signs of 
authenticity, or entire documents. 
Collusion may result in falsified con-
firmations or other evidence of valid-
ity. Also, unrecorded transactions are 
normally more difficult to detect than 
concealment achieved by manipula-
tion of recorded transactions. Flow-
ever, the effect of concealment on the 
ability to detect an irregularity is 
dependent on the particular circum-
stances. For example, an attempt to 
mislead users of financial statements 
by recording large, fictitious revenue 
transactions late in the period with-
out supporting documentation would 
be more readily detected than ficti-
tious revenue transactions spread 
throughout the period, individually 
immaterial in amount, and supported 
by legitimate-appearing invoices and 
shipping documents. Moreover, both 
of these irregularities might be 
extremely difficult, if not impossible, 
to detect if collusion of customers is 
added to the concealment scheme. 
CONTROL STRUCTURE 
9. If specific control procedures 
permit an error or irregularity to 
occur repeatedly and the repeated 
occurrence could accumulate to a 
material amount, the auditor's proce-
dures should be planned to detect 
the error or irregularity. However, 
the auditor may not detect an error or 
irregularity that results from a nonre-
curring breakdown of a specific con-
trol procedure because a rare item 
permitted by temporary conditions 
may not come to light in the perfor-
mance of analytical or other proce-
dures. 
10. Irregularities may also be 
perpetrated or concealed by circum-
vention of specific control proce-
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dures or may be perpetrated by a 
level of management above specific 
control procedures. These types of 
irregularities are generally more diffi-
cult for an auditor to detect. How-
ever, the auditor should consider 
whether there are circumstances or 
factors that indicate a higher risk of 
these types of irregularities and mod-
ify auditing procedures accordingly. 
FINANCIAL STATEMENT EFFECT 
11. Other matters remaining 
equal, errors or irregularities that 
involve overstatement will generally 
be more readily detected than those 
that involve understatement because 
the audit evidence available is more 
reliable for detecting such errors or 
irregularities. Also, if an error or 
irregularity involves misclassification 
or improper description within an 
individual financial statement, it will 
be more difficult to detect than one 
that affects both the balance sheet 
and the income statement. For exam-
ple, a misappropriation of assets con-
cealed by record ing ficti t ious 
accounts receivable is more likely to 
be detected when the difference 
between recorded receivables and 
the actual amount owed by custom-
ers accumulates to a material amount, 
than if the same misappropria-
tion were to be concealed by charg-
ing an expense account each period. 
12. The foregoing discussion 
considers characteristics of errors 
and irregularities individually and 
explains the effect an individual char-
acteristic tends to have on the audi-
tor's detection ability. However, 
these characteristics may interact in 
particular circumstances in ways that 
also affect the auditor's ability to 
detect a specific error or irregularity. 
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